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Short-Term Solvency

Every firm should be in a position to meet its current
obligations. Table 4.1 shows that the current ratio of Firm-I
was less than one and showed an increasing trend. From year
to year it was able to reduce the gap between current assets
and current liabilities. This is a positive sign of short-term
solvency of a firm. Likewise, its current liabilities in relation
to total assets (Section-B, Table 4.1) were increasing continu-
ously from 1978 to 1982 and accompanied by an increasing
trend in current assets / total assets, but the increase in the
amount of current assets was less than the increase in the
amount of current liabilities (Section-C, Table 4.1)- Therefore,
the ratio of working capital to total assets showed a negative
trend but at a diminishing rate. This is also a positive sign
of its current position (Section-D, Table 4.1). The ratio of
working capital to bank credit showed a negative trend but at
a diminishing rate (Section-E, Table 4.1). The amount of
negative ratio of working capital to bank credit decreased from
-0.34 in 1978 to -0.06 in 1982, so that, Firm-I was capable of
improving its current position. But Table 4.6 showed an
increasing trend in debt/equity ratio during the same period
which rose from 1.57 in 1978 to 3.10 in 1982. A worsening
debt/equity is a sign of financial instability and poses long run
solvency problems, so that, the firm was improving its current
position only at the cost of its long-run stability. The
capability of the firm to generate some profits after meeting
all expenses including depreciation over a period of time
offers scope for financial stability in the long-run. But this
firm was not capable of generating income to cover deprecia-
tion charges even for a single year from 1978 to 1982 (Section-B
ii, Table 4.5 shows earnings before depreciation but after the
payment of interest / total capital employed).
Table 4.1 depicts a steep fall in the trend of current
ratio of Firm-II which denotes the firm's inability to meet its
short-term repayment commitments. Current liabilities to total
assets showed an increasing trend whereas current assets to
total assets, a decreasing trend (Section-B & C, Table 4.1).
Hence, working capital to total assets showed a negative sign
and the ratio of it was increasing steeply. In addition, the